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In the United States Court of Appeals 
for the Ninth Circuit 


No. 14579 
K. J. MURRAY, PETITIONER 
Wi, 


CoMMISSIONER OF INTERNAL REVENUE, RESPONDENT 


ON PETITION FOR REVIEW OF THE DECISION OF THE TAX 
COURT OF THE UNITED STATES 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 
The opinion of the Tax Court (R. 51-77) is reported 
at 21 T.C. 1049. 
IETS DICTION 
The petition for review (R. 80-85) involves a defi- 
ciency of $36,656.04 in income tax for 1947. A notice of 
deficiency was mailed to the taxpayer on August 13, 
1951. (R. 14.) Within ninety days thereafter and on 
November 7, 1951, the taxpayer filed with the Tax 
Court a petition for redetermination, under the pro- 
visions of Section 272 of the Internal Revenue Code 
of 1939. (R. 6-26.) The decision of the Tax Court was 
entered on July 26, 1954. (R. 79.) The case was 
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brought to this Court by a petition for review filed by 
the taxpayer on October 14, 1954. (R. 80-85.) Juris- 
diction is conferred on this Court by Section 7482 of 
the Internal Revenue Code of 1954. 


QUESTION PRESENTED 


Whether the Tax Court correctly held that the tax- 
payer, who was on a cash basis, realized income in 
1947, within the meaning of Section 42 of the Internal 
Revenue Code of 1939, to the extent of the net rentals 
credited to him in that year in connection with the final 
accounting and adjudication in a suit commenced in 
1938, to establish his ownership of certain realty and 
his right to the net rentals therefrom. 


STATUTE AND REGULATIONS INVOLVED 


The applicable provisions of the statute and Regula- 
tions will be found in the Appendix, infra. 


STATEMENT 


The facts in this case have been stipulated (R. 31-51) 
and, as stipulated and found by the Tax Court, may be 
summarized as follows: 


In 1928, E. J. Murray, referred to as the taxpayer, 
and his wife, Rebecca J. Murray, purchased as ten- 
ants by the entirety certain unimproved real estate 
situated in Klamath Falls, Oregon. To finance con- 
struction of a building on the property (the property 
and its improvements will be referred to as the Murray 
Building), the taxpayer and his wife borrowed $64,000 
from the Pacific Savings & Loan Association, Tacoma, 
Washington, giving in return a first mortgage on the 
property. (R. 53-54.) 

On August 20, 1932, there was a balance of approxi- 
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mately $57,000 due on the loan. On that date, the tax- 
payer and his wife conveyed the Murray Building to 
the Conger Corporation, an Oregon corporation, by 
deed warranting against all encumbrances except ‘‘ex- 
isting mortgage, liens and taxes.’”?’ The Conger Cor- 
poration was organized on August 5, 1932. Its sole 
stockholders were W. A. Wiley, G. Q. D’Albini and 
Marie D’Albini, wife of G. Q. D’Albini. Wiley and 
D’Albini were the taxpayer’s attorneys and the tax- 
payer was indebted to them for professional services 
theretofore rendered. The transaction was handled in 
the following manner: Wiley and D’Albini borrowed 
$5,000 from a bank and deposited it to the credit of the 
Conger Corporation in purported payment for its 
stock. The Conger Corporation then issued its check 
for $5,000 to the taxpayer as purported consideration 
for the deed of the property to the corporation, where- 
upon the taxpayer returned the money to the lending 
bank in liquidation of the bank’s loan to Wiley and 
D’Albini, whose notes were returned to them. The tax- 
payer also paid a $10 charge for the use of the money. 
(R. 54.) 

In May, 1934, the Pacific Savings & Loan Associa- 
tion brought suit to foreclose its first mortgage on the 
Murray Building. and on March 23, 1935, the property 
was sold pursuant to a decree of foreclosure for the 
unpaid balance of $56,984.78. The mortgagee was the 
purchaser. (R. 54-55.) 

On March 21, 1936, the Conger Corporation. which 
appeared as the record owner of the Murray Building. 
gave notice of intention to redeem the property. On 
March 23, 1936, which was the last day of the statutory 
redemption period, the Conger Corporation assigned 
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the right of redemption and delivered a bargain and 
sale deed to the Murray Building to Mary L. Moore, 
Merle S. West, Charles J. Martin and Thomas B. Wat- 
ters, referred to as the Watters Group. On the same 
day the Watters Group exercised their purported right 
of redemption by redeeming the property, paid to the 
Sheriff of Klamath County the sum of $63,711.60, en- 
tered into possession, and thereafter claimed to be the 
owners in fee of the property, free from any claim of 
the taxpayer. (R. 55.) 

At the time of the conveyance of the Murray Build- 
ing to the Watters Group, the property was subject to 
liens for federal income tax in the amount of $3,148.60 
assessed against the taxpayer and Rebecca J. Murray. 
In November, 1936, the Watters Group advised the 
Deputy Collector in charge of collection of such tax to 
sell the property at public sale and that the Watters 
Group would buy it at such sale, thereby better perfect- 
ing their title. In April, 1937, the United States Col- 
lector of Internal Revenue, Portland, Oregon, pro- 
ceded to sell the Murray Building to collect the tax, 
and it was bid in by the Watters Group for $16,500. 
The Watters Group was forced to pay that price by 
competitive bids although the tax liens amounted only 
to $3,148.60. (R. 55-56.) 

On March 22, 1938, the taxpayer and his wife filed 
suit in the Circuit Court of Oregon for the County of 
Klamath entitled ‘‘E. J. Murray and Rebecea J. Mur- 
ray, Plaintiffs, v. W. E. Wiley, G. Q. D’Albini, Marie 
N. D’Albini, Mary L. Moore, Merle S. West, Emma 
West, Charles J. Martin, Lynna Martin, Thomas B. 
Watters, Evelyn Watters, and J. W. Maloney as Col- 
lector of Internal Revenue for the United States of 
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America, Defendants,’’ wherein it was prayed that 
the court (a) deeree that the plaintiffs were the bene- 
ficial owners of all right, title and interest in and te 

“the Murray Building, (b) decree that the defendants, 
other than J. W. Maloney, were trustees holding the 
premises for the sole and exclusive benefit of the plain- 
tiffs, (c) direct the defendants as trustees to convey 
the property to plaintiffs, and (d) require the defend- 
ants to render an accounting with respect to the opera- 
tion of the Murray Building. On Motion, defendant 
J. W. Maloney was dismissed for lack of jurisdiction 
of the court. (R. 56.) 

Rebecea J. Murray died on August 8, 1938, prior to 
hearing in the above entitled litigation. The taxpayer 
succeeded to her right, title and interest in the Murray 
Building as surviving tenant by the entirety. (R. 56.) 

On December 18, 1940, the Circuit Court of Oregon, 
by written opinion, held for the defendants. The tax- 
payer took an appeal to the Supreme Court of Oregon. 
(R. 56-57.) 

On June 30, 1942, the Supreme Court of Oregon, in 
Murray v. Wiley, 169 Ore. 381, 127 P. 2d 112, reversed 
the lower court and held (R. 57): 


(a) That the taxpayer’s conveyance of the Murray 
Building to the Conger Corporation was made to se- 
cure his indebtedness to his attorneys, Wiley and D’- 
Albini, and that the Conger Corporation was the alter 
ego of Wiley and D’Albini, who were in the position 
of second mortgagees. 

(b) The Conger Corporation held the property as a 
mortgagee in possession and its purported assignment 
of the statutory right of redemption affected property 
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belonging to the taxpayer and not to Wiley and D’- 
Albini. 

(c) The Watters Group, which received a conveyance 
from the Conger Corporation together with an assign- 
ment of the right of redemption were the assignees of 
rights which in equity belonged to the taxpayer and 
upon exercising the statutory right of redemption be- 
came mortgagees in possession, having the right to 
foreclose against the taxpayer but being subject to his 
right to redeem upon payment of the sums found to be 
due them. 

(d) The taxpayer was the beneficial owner of the 
property subject to the liens of the various defendants 
who were mortgagees In possession. 


The Supreme Court ordered the proceeding remanded 
for an accounting, directing that the defendants were 
entitled to (R. 57-58) : 


1. Credit of $63,711.60 paid in redeeming the prop- 
erty, plus interest at six percent per annum from the 
date of payment. 

2. Credit of the amount of the federal tax lien against 
the property with interest at six percent per annum and 
to receive from the Collector the balance of funds in his 
hands over the amount needed to satisfy such lien. 

3. Reasonable fees for the legal services performed 
by Wiley and D’Albini prior to and owing on August 
20, 1932, less offsets for certain cash realized by Wiley 
and D’Albini on their sale to the Watters Group. De- 
fendants Wiley and D’Albini were also entitled to a lien 
subsequent to that of the Watters Group for any excess 
of the attorneys’ fees remaining unpaid after crediting 
such cash offsets. 
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Upon full accounting being had, covering the matters 
indicated and all dealings by the Watters Group as mort- 
gagees in possession, the Supreme Court of Oregon or- 
dered that a decree be entered fixing the amount, if any, 
in which the Murray Building would be subject to a lien 
in favor of the Watters Group and also fixing the 
amount, if any, in which the Murray Building would be 
subject to a subsequent lien in favor of Wiley and 
D’Albini for attorneys’ fees. The decree was to provide 
that, upon payment to the Watters group and Wiley and 
D’Albini of the ainounts of their respective liens, the de- 
fendants were directed to reconvey the property to the 
taxpayer. In default of such reconvevance, the decree 
was to stand in lieu thereof. (R. 58-59.) 

Thereafter, the defendants petitioned the Supreme 
Court of Oregon for rehearing, and on September 29, 
1942, that court denied the petition, adding (R. 59): 


(a) That matters relating to the defendants’ credits 
for cost of management and repairs to the Murray 
Building could be determined only by a subsequent ac- 
counting and not on the record then before the court. 

(b) That the proceeding was a suit by a mortgagor 
to redeem and not by a mortgagee to foreclose; therefore 
the previous opinion was modified to provide that, un- 
less the taxpayer did redeem the property from the liens, 
the decree of the Cireuit Court should specify a reason- 
able time within which he might redeem from both liens 
or be forever barred. 


The matter was returned to the Circuit Court of Ore- 
gon, and hearing was held upon the disputed issues aris- 
ing from the accounting of the defendant mortgagees in 
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possession. The Circuit Court of Oregon held that (R. 
59-60) : 


(a) The defendants were entitled only to interest at 
six percent on $65,000 paid to redeem. 

(b) The defendants were not entitled to credit of the 
$16,500 paid on the tax foreclosure sale but were entitled 
to $3,152.95, the amount of the lien, and the expenses of 
the public sale, together with interest thereon at six per- 
cent per annum. 

(c) The defendants were not entitled to credit for 
fees for supervision of the property. 

(d) The defendants were not entitled to a credit for 
premiums paid on insurance policies on the Murray 
Building from which the taxpayer received no benefit. 

(e) The defendants were not entitled to fees paid in 
attempting to get a refund of the excess paid to the Col- 
lector of Internal Revenue over the amount of the lien 
against the property. 

(f) The defendants were not entitled to credit for 
accounting expenses in preparing their account in the 
action. 

(g) The taxpayer was not entitled to surcharge the 
defendants for alleged mismanagement of the Murray 
Building. 


The Circuit Court found a balance due on the account- 
ing of rents and profits in favor of the defendants and 
entered judgment against the taxpayer. (R. 60.) 

Both parties appealed this decision to the Supreme 
Court of the State of Oregon, which, by written opinion 
dated January 14, 1947, reported as Murray v. Wiley, 
180 Ore. 257, 176 P. 2d 248, affirmed the trial court in all 
issues except that it directed that the decree be modified 
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to provide that the defendants have a lien upon the mort- 
gaged property in the amount of the ascertained bal- 
ance and eliminated the personal judgment against the 
taxpayer. The cause was remanded to the trial court 
for a further accounting of the rents and profits as to 
the period subsequent to that covered by the previous ac- 
counting. The Cirenit Court was again directed to spec- 
ify a reasonable time within which the taxpayer might 
redeem from the hen of the mortgage or be forever 
barred by the dismussal of his suit. (R. 60-61.) 

On or about February 28, 1947, the defendants served 
upon the taxpayer an accounting of the rents and profits 
of the property. ‘The following is a recapitulation of the 
accounting (R. 61): 


Statement of Account February 28, 1947 
Redemmeom Certificate. .............- gece ee ene $ 65,000.00 
Interest on $65,000 at 6% from March 23, 
footorbeoruary 28, 1947............ om 42,658.87 $107,658.87 
Collector of Internal Revenue, tax lien........... 3,152.95 
Interest on $3,152.95 at 6% from April 26, 
Miwroemennriary 28, 1047.............8. 1,862.36 9,015.31 


Disbursements, March 23, 1936, to February 28, 
LY gases oo oa nee 25,501.01 

Interest at 6% on monthly balanees of dis- 

bursements, March 23, 1936, to February 


nosy 0) os tee ee 8273.31 33,774.32 
Total disbursements, March 23, 1936, to February 
Bo, OLS. oo ueee ae eee $146,448.50 
Receipts, March 23, 1936, to February 28, 1947... 102,589.45 
Interest at 6% on monthly balances of receipts, 
March) 23,1936, to February 28, 1947......... 33,218.74 135,808.19 
BalancesWewniany 28, 1947...........5.0 0. eee $ 10,640.31 


On February 28, 1947, the taxpayer paid to the Clerk 
of the Circuit Court of the State of Oregon the sum of 
$10,640.31. Thereupon, a final decree was entered, de- 
elaring that the taxpaver had satisfied in full all liens 
upon the property and was thereby entitled to have the 
legal title reeonveyed to him. The defendants were di- 
rected to reconvey to him within ten days or have the 
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recouveyance occur through operation of the decree. 
Civwo2, ) 

From and after February 28, 1947, the defendants 
surrendered possession of the Murray Building and the 
rents were thereafter payable to the taxpayer. (R. 62.) 

From the time he had conveyed the property to his 
attorneys in 1932 until he regained possession in 1947, 
none of the rents from the property were paid to the 
taxpayer. During all this period, the rents were paid to 
those who were in possession. The rents were accounted 
for and applied to the mortgage indebtedness which the 
Watters Group had paid when they redeemed the prop- 
erty, or to the expenses of operating the property while 
they were in possession. (R. 68.) 

During all years here material, the taxpayer kept his 
books and records, and filed his income tax returns on 
the cash basis. (R. 53.) 

The taxpayer did not file income tax returns for any 
of the years 1987 to 1946, inclusive, prior to July 15, 
1947. On that date, he filed returns for the years 1937 
to 1946, inclusive, in which he reported business income 
(consisting of rent on the Murray Building), deduc- 
tions for taxes, repairs and depreciation, and net busi- 
ness income in the amounts shown by the following tab- 
ulation (R. 62, 63): 


And Other Business 
Year Rent Taxes Repair Deprecia- Net 

Expenses tion Income 
Sees $11,225.00 $ 2,055.78 $ 472.22 $ 2,347.62 $ 6,349.38 
1938 2. 2 one 9,350.00 1,835.86 222.68 2,347.62 4,943 .84 
1039 eee. 8,125.00 1,941.18 155.63 2,347.62 3,680.57 
1940026345 8,771.40 1,911.03 733.88 2,347.62 3,778.87 
DOAN bye ee 8,500.00 1,817.13 101.07 2,347.62 4,234.18 
O47 eee 8,100.00 1,808.86 1,182.04 2,347.62 2,761.48 
TOA as 8,100.00 1,763.72 258.99 2,347.62 3,729.67 
19447 ess 9,450.00 1,944.54 165 a 2,347.62 4,992.13 
OAS Ree 10,100.00 2,250.41 39.84 2,347.62 5,462.13 
1946....... 11,109.32 2,686.23 94.62 2,347.62 5,980.85 


Motel... $92,830.72 $20,014.74 $ 3,426.68 $23,476.20 $45,913.10 


= —————————S—= esa 


shi 


The rentals reported by the taxpayer in his returns 
for 1937 to 1946, inclusive, as summarized in the above 
tabulation, were the sums which were used in the ac- 
counting approved by the trial court, and the deduc- 
tions for taxes, repairs and other expenses claimed in 
such returns are the sums included in the accounting 
approved by the court. However, through inadvert- 
ence, only $155.71 was deducted as repairs and other 
expenses in the 1944 return in lieu of $165.71. (R. 63.) 

On March 15, 1948, the taxpayer filed his federal in- 
come tax return for the calendar year 1947 with the 
Collector of Internal Revenue, Portland, Oregon, and 
paid the amount of $9.41, the tax shown to be due 
thereon. The reported business income consisted of 
the rentals shown for the months of January and Feb- 
ruary, 1947, in the accounting referred to above, and 
the rentals thereafter received by the taxpayer for the 
remainder of the year, depreciation of $2,347.62, and 
an interest deduction in the amount of $19,575.80, the 
difference between the interest eredits and debits shown 
in the accounting. (R. 64.) 

The Commissioner determined that the gross rents 
from the property for the entire period the taxpayer 
was deprived of possession amounted to $102,589.45. 
Interest on these rents allowed the taxpayer in the 
accounting amounted to $33,218.74, resulting in total 
gross receipts recognized of $135,808.19. Against these 
eredits, the taxpayer was charged with expenses of 
maintenanee in the amount of $25,501.01, and interest 
on the mortgage and the other disbursements amount- 
ing to $52,794.54, or an aggregate charge of $78,295.55. 
Subtracting these offsets from the eredits above ($135.- 
808.19—$78,295.55), the Commissioner determined that 
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the effect of the litigation and the accounting as shown 
above resulted in ordinary income to the taxpayer in 
the amount of $57,512.64. (R. 69.) 

The Tax Court agreed. It held that the taxpayer had 
realized ordinary income in the amount of $57,512.64 
in 1947, as a result of the termination of the litigation 
involving the Murray Building. The Tax Court held 
that the taxpayer did not constructively receive any of 
the rentals between the period 1942 to 1947. This con- 
clusion was based on its findings that the taxpayer was 
out of possession of the Murray property until the con- 
clusion of the accounting proceeding; that he had no 
control over the rents until he ultimately satisfied the 
balance in favor of the mortgagees; that no rents were 
set aside for or made available to him; that until the 
accounting proceeding was actually terminated, there 
was no definitive apportionment of the income from 
the property between the taxpayer and the mortgagees 
in possession, and the taxpayer had no right to de- 
mand payment of the rents and convert them to his 
own use. (R. 64, 74.) 


SUMMARY OF ARGUMENT 


The taxpayer realized income when, in the final ac- 
counting in the state court litigation, he was credited 
with the rents (and interest thereon) collected hy the 
mortgagees in possession and the sum thereof was ap- 
plied against the amount owing to the mortgagees. In 
substance, the credit in the accounting procedure uti- 
lized by the state court should be regarded as if the 
taxpayer had recovered a judgment for the rents and 
interest. Furthermore, by payment of the balance 
owing to the mortgagees, as determined by the final 
accounting, the taxpayer effected repossession of his 
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property and thus proeured for himself an economic 
satisfaction from the application of the credit. 

The full amount of the net rentals and interest re- 
flected in the credit was taxable income in 1947. The 
taxpayer was on the eash basis. THe did not actually or 
constructively receive any of the amounts in question 
in any prior year. The final accounting was not con- 
eluded until 1947, and the practical benefit to the tax- 
paver of the credit in his favor determined therein was 
contingent upon payment of the balance owing to the 
mortgagees. 


ARGUMENT 


The Tax Court Correctly Held That the Taxpayer Realized 
Income in 1947 in the Amount of the Net Rentals Credited 
to Him in the Final Accounting in His Suit to Establish His 
Right to the Murray Property and the Profits Therefrom 


A. Prelinunary 


The issues involved in this case are simply (1) 
whether the taxpayer realized income in the amount 
of the net rentals credited to him in the final acecount- 
ing of his suit to recover title and to procure an ac- 
counting of profits, and (2) if so, when the income was 
realized. As to (1), the Tax Court held that the tax- 
payer realized ordinary income in the amount of 307.- 
512.64 (R. 64) ‘as a result of the termination of the 
litigation involving the Murray Building’’. In the 
accounting ordered by the state court, the taxpayer was 
erecdited with rent and interest for the period from 
1936 until 1947. In the view of the Tax Court (R. 
71)— 


The fact that the rents were realized only after 
great delay and then through the medium of a ju- 
dicially ordered accounting proceeding does not 
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change the character of rent from a tax view- 
point. (Italics supplied.) 


As to (2), the Tax Court held, upon the following ra- 
tionale (R. 73-74), that the full amount of the net rent- 
als was taxable in 1947 to the cash basis taxpayer: 
Until the accounting procedure was actually termi- 
nated in 1947, there was no definitive apportionment of 
the income from the property between the taxpayer and 
the mortgagees in possession. The taxpayer was still 
out of possession. He had no control over the rents 
until, pursuant to the state court decree, he ultimately 
satisfied the balance in favor of the mortgagees. Prior 
to 1947, he had no right to demand payment of the rents 
from the property and convert them to his own use. 
During the period 1942 to 1947, the rents were not set 
aside for or made available to him. He was therefore 
(R. 74) ‘‘not in constructive receipt of the rents from 
his property during the period involved in the ac- 
counting”’. 

As the Tax Court has noted, and as the protracted 
state court litigation involving the Murray property 
indicates, this case (R. 66) ‘‘involves the tax treat- 
ment of a rather complicated real estate transaction’’. 
Nevertheless, the facts pertinent to a consideration of 
the issues here present a relatively simple picture. In 
1928, the taxpayer * executed a first mortgage on the 
property in question. In 1932, he conveyed the prop- 
erty to the Conger Corporation, the alter ego of at- 
torneys to whom he was indebted. In 1935, the first 
mortgagee foreclosed and bought in the property for 


*Since the taxpayer’s wife died in 1938, and he succeeded to 
her interest in the Murray property, the facts are related as if 
the taxpayer alone was involved. 
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approximately $57,000. In 1936, the Conger Corpora- 
tion gave notice of an imtention to redeem. On the last 
day of the redemption period, however, it assigned the 
right of redemption and delivered a deed to the Wat- 
ters Group. The Watters Group thereupon redeemed 
the property by payment of approximately $63,000, 
and entered into possession. Subsequently, at public 
sale, it paid off a federal income tax lien on the prop- 
erty. It claimed to be the owners in fee of the property, 
free from any claim of the taxpayer. In 1938, the tax- 
payer commenced suit to establish his ownership of 
the property and to require the defendants (the at- 
torneys and the members of the Watters Group) to 
render an accounting. In 1940, the state court held 
against the taxpayer, and he appealed. On June 30, 
1942, the Supreme Court of Oregon (Murray v. Wiley, 
169 Ore. 381, 127 P. 2d 112) reversed the Circuit Court, 
holding, in effect, that the Watters Group were mort- 
gagees in possession, that the taxpayer was the bene- 
ficial owner of the property, and that upon payment of 
the amounts of the liens of the defendants he was en- 
titled to a reconveyance of the property. The case was 
remanded for a full accounting, covering, among other 
things, all dealings by the Watters Group as mortga- 
gees in possession. The Circuit Court subsequently de- 
termined that there was a balance due on the account- 
ing of rents and profits in favor of the defendants and 
it entered judgment against the taxpayer. This de- 
cision was appealed by both parties. On January 14, 
1947, the Supreme Court of Oregon, in Murray v. 
Wiley, 180 Ore. 257, 176 P. 2d 243, sustained the lower 
court’s accounting conelusions, and remanded for an 
additional accounting to bring the decree up to date. 
The final accounting showed that for the over-all period 
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from March 23, 1936, to February 28, 1947, the tax- 
payer owed the Watters Group the sum of $10,640.31. 
On the latter date, the taxpayer paid this amount and 
entered into possession of the Murray property. Pur- 
suant to the mandate of the Supreme Court, the Cir- 
cuit Court thereupon entered a final decree declaring 
that the taxpayer had fully satisfied all liens upon the 
property and was entitled to reconveyance of the legal 
title. 


B. The amount of the net rentals credited to the tax- 
payer in the final accounting constituted Ins tax- 
able income 


In arriving at the balance of $10,640.31 in favor of 
the defendants in the state court litigation, it is un- 
disputed that the taxpayer was credited with the sum 
of $135,808.19, representing gross rents collected by the 
mortgagees in possession, plus interest, for the period 
March 238, 1936, to February 28, 1947. Items totaling 
$78,295.55 constituted proper charges against gross 
rents for the same period. ‘These were maintenance 
expenses ($25,501.01) paid by the mortgagees in pos- 
session, and interest thereon ($8,273.31); interest on 
the $3,152.95 lien ($1,862.36); and interest on the 
amount paid by the mortgagees in possession in the ex- 
ercise of the equity of redemption ($42,658.87). (R. 
61, 69.) Accordingly, the amount of the net rentals 
credited to the taxpayer in the final accounting ($135,- 
808.19 minus $78,295.55) was $57,512.64. 

The Tax Court correctly concluded that this amount, 
‘‘without question’’ (R. 71), was ordinary income to 
the taxpayer. An elementary principle in taxation is 
that tax consequences must depend on the substance of 
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a transaction, notwithstanding the form in which it is 
east. Realities are to control and the form may be 
pierced to get at the real substance and effect of what 
has been done. Cf. Gregory v. Helvering, 293 U.S. 465, 
470; Griffiths v. Commussioner, 308 U.S. 355; Harrison 
Vv. Schaffner, 312 U.S. 579; Commissioner v. Court 
Holding Co., 324 U.S. 331; Bazley v. Commissioner, 331 
U.S. 787. Thus, despite the fact that in the state court 
proceedings judgment for $10,640.31 was entered for 
the defendants only, a proper analysis of the final ac- 
counting leading up to the decree requires the conelu- 
sion that the taxpayer in effect recovered in the litiga- 
tion the sum of $135,808.19, of which $57,512.64, rep- 
resenting net rentals plus interest, was taxable as ordi- 
nary income under Section 22 (a) of the Internal Reve- 
nue Code of 1939 (Appendix, infra). If, for example, 
the rents collected by the mortgagees in possession, plus 
interest, had exceeded the amounts of the liens in their 
favor, and a judgment for the difference had been en- 
tered in favor of the taxpayer, it could hardly be de- 
med that the recovery, to the extent it reflected net 
rentals plus interest, was ordinary income. And if, 
pursuant to the final accounting and decree in this case, 
there had been an exchange of checks between the tax- 
payer and the defendants, and the taxpayer had been 
paid directly the sum of $135,808.19, it would have been 
made unnecessarily obvious that the taxpayer was re- 
covering rents and interest. 

But, as the Tax Court observed (R. 71), the fact that 
the recovery was effected through the mechanics of the 
judicially ordered accounting proceeding, in which it 
was determined that the amount owing by the taxpayer 
exceeded the amount owing to him, does not alter the 
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character as rents of what was in essence the taxpayer’s 
recovery. Cf. Brown v. Commissioner (C.A. Tth), de- 
cided March 2, 1955 (1955 P.H., par. 72,468); Palm 
Beach Aero Corp. v. Commissioner, 17 'T.C. 1169; Hyde 
Park Realty v. Commissioner, 211 F. 2d 462 (C.A. 2d). 
In Brown v. Commissioner, supra, for example, it was 
held that certain amounts credited by a lessor to a lessee 
constituted the lesscr’s income, as rents, where the 
lessee had improved the demised premises under the 
provisions of a lease which provided that the lessor 
would pay for part of the improvements by crediting 
the lessee for rental due under the lease. 

The only practical and realistic view of the final ac- 
counting in the state court litigation in the instant case 
is to regard it as if the full amount of the rents and in- 
terest had first been paid over to the taxpayer, and then 
applied by him against the amounts of the mortgagees’ 
liens on the property, or, in other words, as if the state 
court had rendered a separate judgment for the tax- 
payer. In this proper light, it follows that the tax- 
payer realized income. The taxability of what is in 
essence the principal amount of the recovery in a law 
suit depends upon the nature of the claim asserted and 
the basis of recovery. If, as was undeniably the situa- 
tion here, the claim is for rents and profits, the recovery 
constitutes gain—a substitute for what otherwise might 
have been earned—and is taxable. H. Inebes & Co. v. 
Commissioner, 90 F. 2d 932, 935 (C.A. 9th) ; Raytheon 
Production Corp. v. Commissioner, 144 F. 2d 110, 113 
(C.A. Ist), certiorari denied, 323 U. S. 779; Triplex 
Safety Glass Co. v. Latchum, 44 ¥. Supp. 486 (Del.), 
affirmed, 131 I". 2d 1023 (C.A. 3d); Arcadia Refining 
Co. ¥. Commissioner, 118 F, 2d 1010, 1011 (C.A. oth); 
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Swastika Oil & Gas Co. v. Commissioner, 123 F. 2d 382 
(C.A. 6th), certiorari denied, 317 U. 8. 639; Durkee v. 
Commissioner, 162 I. 2d 184 (C.A. 6th); Burned v. 
Sanford & Brooks Co., 282 U.S. 359, 363-364; United 
States v. Safety Car Heating Co., 297 U. 8. 88, 93-94; 
ffort v. Commasstoner, 313 U.S. 28, 30-31. 

There is an additional and equally cogent reason why 
the Tax Court’s conclusion that the taxpayer realized 
income in the amount of $57,512.64 must be sustained. 
Section 22 (a) of the Code, as has been frequently noted, 
was drafted in the broadest possible terms, and encom- 
passes the full sweep of the constitutional power of 
Congress to tax income from whatever source derived. 
Irwin v. Gavit, 268 U.S. 161, 166; Douglas v. Willeuts, 
296 U.8.1,9; Helvering v. Midland Ins. Co., 300 U.S. 
Bb, 223. Heivering v. Clifford, 309 U. 8. 331, 334; 
Helvering v. Stuart, 317 U. 8. 154, 169, rehearing de- 
nied, 317 U. S. 602; Commissioner v. Smith, 324 U.S. 
177, 181, rehearing denied, 324 U.S. 695. A realization 
of taxable income is not confined to instances where 
eash is received, either actually or constructively. Sec- 
tion 22 (a) is broad enough to include an economic or 
financial benefit conferred, whatever the form or mode 
by which it is effected. Commissioner v. Smith, supra, 
p. 181; Helvering v. Bruun, 309 U.S. 461; Old Colony 
Tr. Co. v. Commissioner, 279 U.S. 716, 729. As stated 
in Helvering v. Horst, 311 U.S. 112, 116— 


But the rule that income is not taxable until real- 
ized has never been taken to mean that the tax- 
payer, even on the cash receipts basis, who has 
fully enjoyed the benefit of the economic gain rep- 
resented by his right to receive income, can escape 
taxation because he has not himself received pay- 
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ment of it from his obligor. * * * This [realiza- 
tion] may occur when he has made such use or 
disposition of his power to receive or control the 
income as to procure in its place other satisfactions 
which are of economic worth. (Italics supplied.) 


In the instant case, it is clear that the application of 
the credit for rents and interest against the amount 
owing to the mortgagees in possession conferred an 
economic benefit upon the taxpayer and procured for 
him a satisfaction of economie worth. The Supreme 
Court of Oregon had determined that the taxpayer was 
entitled to a reconveyance of the Murray property, but 
only upon payment of the amount determined by the 
accounting to be due the mortgagees in possession. It 
was not mandatory for the taxpayer to pay the balance 
owing according to the final accounting, and to re- 
possess the property. In fact, the Supreme Court had 
expressly provided that if the taxpayer defaulted in 
the payment of the balance of $10,640.31, the Cireuit 
Court was to specify a reasonable time within which 
the taxpayer might redeem or be forever barred by the 
dismissal of his suit. But, immediately upon service 
of the final accounting, the taxpayer paid the $10,640.31 
into court. When this was done, the full amount 
credited to him in the accounting and applied against 
the amount of the mortgagees’ liens, procured for him 
the repossession of his property. This was an economic 
satisfaction (ef. Brown v. Commissioner, supra), and 
to the extent, in effect, that the taxpayer thus made 
use of his right to receive or control the rents and in- 
terest credited to him, he realized taxable income. 

The essence of the taxpayer’s argument (Br. 16-25) 
is that the amounts of rents and interest credited to the 


taxpayer in the final accounting do not constitute tax- 
able income because the taxpayer had no personal liabil- 
ity for the balance determined to be owing to the mort- 
gagees. In this regard, the taxpayer attempts to apply 
the principle that no taxable income results from the 
cancellation of an indebtedness which is not the per- 
sonal obligation of the taxpayer involved. But this 
principle is not applicable here. This case does not in- 
volve a cancellation of imdebtedness, but, more ac- 
curately and realistically, the receipt of amounts owing 
by the mortgagees to the taxpayer (in effect received 
by the taxpayer through the accounting device as tax- 
able rents and interest) and their application against 
the larger amount owing by the taxpayer to the mort- 
gagees. Viewed in this hght, the fact that the tax- 
payer was not personally responsible for the payment 
of the $10,640.31 balance owing to the mortgagees is 1m- 
material. The fallacy of the taxpayer’s approach is 
that it ignores completely the substanee of the account- 
Ing transaction as we have deseribed it above, and, in 
effect, makes the end result of the accounting procedure 
controlling. 

The taxpayer relies heavily (Br. 23-25) upon Hilpert 
- Comuassioner, 151 F. 2d 929 (C.A. 5th). In that 
ease, the Tax Court (Hilpert vy. Commissioner, 4 'T.C. 
475), Judge Arundel! dissenting, had held, among other 
things, that a certain sum representing net rentals re- 
ceived by a mortgagee and allowed to the mortgagor by 
the court asa credit on redemption was ordinary income 
to the mortgagor as a (p. 477)— 


species of postponed or delayed income—the net 
proceeds from the rental of property covering a 
number of years—which, due to the peculiar cir- 
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cumstances, was received in accumulated form in 
the tax year in issue. 


The Court of Appeals reversed, but, as Judge Arun- 
dell himself has pointed out in the mstant case (R. T2- 
73)— 


There were circumstances in the Hilpert case 
which influenced the Fifth Circuit considerably in 
reversing our decision in that case. For example, 
Hilpert had treated the original transfer of the 
property to his mortgagee as a sale and had paid 
a tax accordingly. He also sold the property after 
having successfully contended before the Florida 
courts that the original transfer was a mortgage 
and not a sale, and he paid another tax on that 
transaction. The Fifth Circuit observed that the 
practical effect of our decision was to tax the same 
sale twice. The facts which influenced the Court of 
Appeals in the Hilpert case are absent in the in- 
stant proceedings and we do not think that that de- 
cision should be regarded as at all binding on us. 
(Italics supplied.) 


Kiven in the absence of the facts in the Hilpert case 
which persuaded the court to rule against the Com- 
missioner on the issue common to that case and the in- 
stant case, we would submit that the Hilpert decision 
should not be followed, and that the dissenting view of 
Judge Hutcheson therein (p. 934), sustaining on prin- 
ciple the taxability of the credit to the mortgagor, is 
the correct view. 
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C. The full amount of the net rentals and wmterest cred- 
ited to the taxpayer in the final accounting consti- 
tuted his taxable income in 1947 

The taxpayer was on the cash basis. As observed in 

Nitterhouse v. United States, 207 I’. 2d 618, 619 (C.A. 
3d), certiorari denied, 347 U.S. 943, rehearing denied, 
347 U.S. 970, it needs no collection of authority to estab- 
lish the proposition that taxpayers on a cash basis pay 
income tax on what they have received during a taxable 
year. Prior to 1947, however—when, in effect the $57,- 
512.64 was for the first time brought under his control 
by his satisfaction of the balance in favor of the mort- 
gagees—it is clear that the taxpayer had not himself 
actually received the amounts in question. Nor had he 
received them constructively, as he now apparently con- 
eedes. (Br. 27.) True, the 1942 decision of the Supreme 
Court of Oregon established that the taxpayer was the 
beneficial owner of the Murray property and directed its 
reconveyance to him, but this was to be done only after 
an accounting had established the balance owing to the 
defendants in the htigation and upon the payment of 
that balance by the taxpayer. Thus, as the Tax Court 
observed (R. 74) : 


Until the accounting proceeding was actually ter- 
minated [in 1947], there was no definitive appor- 
tionment of the income from the property between 
the petitioner and the mortgagees in possession, and 
petitioner had no right to demand payment of the 
rents from the property and convert them to his 
own use. 


In the circumstances, the taxpayer was not in construe- 
tive receipt of the rents from his property at any time 
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from 1942 to 1947. They had not been credited to or set 
apart for him or made available for him to draw upon 
without substantial limitation or restriction as to the 
time or manner of payment or condition upon which 
payment was to be made, and, until 1947, their receipt 
was not brought within his own control and disposition. 
Treasury Regulations 111, Sec. 29.42-2, Appendix, 
mfra. 

Furthermore, until 1947, when the taxpayer actually 
paid the accounting balance of $10,640.31 to the mort- 
gagees, it was not at all certain that he would derive any 
economic satisfaction and thus realize any income from 
the application of the rents and interest to the amount 
of the liens on the property. This was apparent from 
the order of the Supreme Court of Oregon in 1942 (R. 
59), and again in 1947 (R. 61), that unless the taxpayer 
redeemed the property from the liens of the mortgagees, 
a reasonable time should be specified within which the 
taxpayer might redeem or be forever barred by the dis- 
missal of his suit. Thus, not only was the amount of the 
taxpayer’s credit uncertain until 1947, but the actual 
credit itself was contingent upon payment of the hal- 
ance owing to the mortgagees. As the Tax Court ob- 
served (R. 74), the taxpayer could not have been com- 
pelled to pay a tax, during the period from 1942 to 1947, 
‘fon something that he might never receive.’’ Cf. North 
American Oil v. Burnet, 286 U.S. 417, 423. Accordingly, 
the Tax Court was correct in holding that the full” 
amount of the net rentals and interest constituted taxa- 

Vble income 6x its entirety in 1947, when, upon termina- 
tion of the accounting proceeding, there was a definitive 
apportionment of the income from the property between : 
the taxpayer and the mortgagees in possession. and ! 
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when the contingency for the realistic application of the 
credit to the taxpayer was met. Cf. United States v. 
Safety Car Heating Co., 297 U.S. 88, 93-94, rehearing 
denied, 297 U.S. 727; Lucas v. American Code Co., 280 
U.S. 445, 451, 452; North American Oil v. Burnet, supra; 
Lucas v. North Texas Co., 281 U.S. 11, 13; Burnet v. 
Sanford & Brooks Co., 282 U.S. 359, 363; Harbor Ply- 
wood Corp. v. Commissioner, 14 'T.C. 158, 161, affirmed 
per curiam, 187 F. 2d 734 (C.A. 9th) ; H. Liebes & Co. v. 
Commussioner, 90 F. 2d 932 (C.A. 9th); Boston Ele- 
vated Railway Co. v. Commissioner, 16 T.C. 1084, 1105. 
In Nitterhouse v. United States, supra, condemnation 
proceedings were started in 1943, and in 1944 the United 
States deposited the sum of $5,370 (an amount exceed- 
ing the taxpayer's basis for the land) in the court’s reg- 
istry on account of just compensation to be awarded the 
taxpayer in the proceedings. In 1946, the taxpayer re- 
ceived a judgment for $18,825 and was paid the princi- 
pal sum and interest in that vear, which was held to be 
the taxable vear. The taxpayer claimed that a portion 
of the gain allocable to the amount deposited in 1944 
should be considered as 1944 income. The Court of Ap- 
peals rejected the contention, stating (p. 620) : 


** * we do not think that this deposit was available 
to the taxpayer at his will only. To withdraw it 
would have required a court order. And to get that 
order the petitioner would have to show that he had 
a clear title to the land free from tax and judgment 
hens and so on. 


Similarly, in the instant case, the taxpayer's right to 
any rentals and interest rested not only upon an adjudi- 
cation as to his ownership of the property but also, as a 
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condition precedent, upon his compliance with the de- 
eree to pay to the defendants the amount owing to them, 
as determined by the final accounting. 

The gist of the taxpayer’s argument is that he did ac- 
tually receive the rents in question because the mort- 
gagees in possession collected them as his agent. But 
the taxpayer does not spell out the facts purporting to 
establish an agency in this case, and indeed, they do not 
exist. For although it may be true that under Oregon 
law the mortgagees in possession were required to apply 
the rentals collected against the hen indebtedness, the 
imposition by law of this limitation upon their disposi- 
tion of the rents collected did not, tpso facto, create an 
agent-principal relationship between them and the tax- 
payer. Agency is a relationship which results from the 
manifestation of consent by one person to another that 
the other shall act on his behalf and subject to his con- 
trol and consent by the other so to act. 1 Restatement of 
the Law of Agency, Section 1. The situation in the 
instant case obviously does not meet these qualifications. 
In this connection, the cases cited to support the tax- 
payer’s hypothesis of agency (Br. 29) are inapplicable. 
Analysis of their facts clearly shows that in the claimed 
taxable years either a true agent-principal relationship 
existed, or the taxpayer had constructively received the 
amounts in question, or the amounts collected were used 
to discharge a personal obligation of the taxpayer in- 
volved. For example, in Hopkins v. Commissioner, 41 
B.T.A. 1292, discussed by taxpayer at some length 
(Br. 30-31), there was an express agreement whereby 
one party was to retain possession of stock purchased 
for the taxpayer as security against moneys advanced. 
Dividends paid on the stock were explicitly found to 
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have been collected by that party for the taxpayer 
fp. 1298) : 
The Griffiths and the Guardian were * * * nothing 
more nor less than agents of the petitioner to collect 
the income from the Buckeye stock and apply it as 
far as necessary to the discharge of the petitioner’s 
obligations. * * * (Italies supplied.) 


Nor do the so-called claim of right cases cited by the 
taxpayer (Br. 34, 35) have any application here. Tax- 
ability under the prineiple announced in those eases 
turns upon the actual receipt of income in the taxable 
period involved, with no restriction as to disposition, 
but subject to repayment in a subsequent period. How- 
ever, in the instant case there was no receipt of income 
—actual, constructive or throngh an agent—and, in- 
deed, no realization of income until 1947, when the 
amount to which the taxpayer was entitled as a credit 
in the accounting became fixed and certain, and when, 
beeanuse of his comphanee with the mandate of the court 
to pay over the balance to the mortgagees as a condition 
of reconveyance, he acquired in effect, for the first time, 
the (R. 74) ‘‘right to demand payment of the rents from 
the property and convert them to his own use.”’ 

CONCLUSION 

The decision of the Tax Court is correct and should 

therefore be affirmed. 
Respectfully submitted, 


H. Brian HoLuanp, 
Assistant Attorney General. 
Kunis hy. Sms 
MryYER ROTHWACKS, 
Special Assistants to the 
Marcu, 1955, Attorney General. 
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APPENDIX 


Internal Revenue Code of 1939: 


Sec. 22. Gross INCOME. 


(a) General Definition — ‘Gross income” in- 
cludes gains, profits, and income derived from 
salaries, wages, or compensation for personal 
service, of whatever kind and in whatever form 
paid, or from professions, vocations, trades, 
businesses, commerce, or sales, or dealings in 
property, whether real or personal, growing out 
of ownership or use of or interest in such prop- 
erty; also from interest, rent, dividends, securi- 
ties, or the transaction of any business carried 
on for gain or profit, or gains or profits and in- 
come derived from any source whatever. * * * 


* % * oo * 


(26 U.S.C. 1952 ed., Sec. 22.) 


Sec. 42 [as amended by Sec. 114, Revenue Act 
of 1941, ¢. 412, 55 Stat. 687]. PeRiop In WuicH 
ITEMS oF Gross INCOME INCLUDED. 


(a) General Rule-——The amount of all items 
of gross income shall be included in gross in- 
come for the taxable year in which received by 
the taxpayer unless, under methods of account- 
ing permitted under section 41, any such: 
amounts are to be properly accounted for as of - 
a different period. * * * 


% % oe ae * 


(26 U.S.C. 1952 ed., See. 42.) 
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Treasury Regulations 111, promulgated under the 
Internal Revenue Code of 1939: 
sec. 29.42-1. When Included in Gross Income.— 
(a) Im general.—lKixcept as otherwise provided in 
section 42, gains, profits, and income are to be in- 
cluded in the gross income for the taxable year in 
which they are reeeived by the taxpayer, unless 
they are included as of a different period in ac- 
eordance with the approved method of accounting 
followed by him. * * * If a person sues in one 
year on a pecuniary claim or for property, and 
money or property is recovered on a judgment 
therefor in a later year, income realized in the 
later year, assuming that the money or property 
would have been income in the earlier year if then 
received. * * * 


* * ¥ * oe 


See. 29.42-2. Income Not Reduced to Possession. 
—Ineome which is eredited to the account of or 
set apart for a taxpayer and which may be drawn 
upon by him at any time is subject to tax for the 
year during which so eredited or set apart, al- 
though not then actually reduced to possession. 
To constitute receipt in sueli a case the income 
must be credited or set apart to the taxpayer with- 
out any substantial limitation or restriction as to 
the time or manner of payment or condition upon 
which payment is to be made, and must be made 
available to him so that it may be drawn at any 
time, and its receipt brought within lis own con- 
trol and disposition. * * * 
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